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ne of the most baffling issues in the area of

state and local taxation is the issue of nexus.

The term “nexus” literally means connec-
tion or link.' For state tax purposes, the term “nexus”
means that an out-of-state company has sufficient
connections with the state for that state to subject
the company to tax. Both the Due Process Clause?
and the Commerce Clause® of the U.S. Constitution
impose limitations on the states’” power to tax out-of-
state businesses.* While the constitutional concerns
and policies of these two clauses are different, both
require a connection between a state and the person,
property or transaction it seeks to tax.° Taxpayers often
struggle with how much and what types of connections
to a state can create a tax return filing obligation (i.e.,
subject a taxpayer to tax).

In recent years, there have been a number of income
tax cases addressing the constitutional boundaries of
nexus. The majority of these cases involve entities that
primarily license trademarks and tradenames to related
entities. The applicability of these cases in the financial
services context is unclear at best. Generally, financial
services companies struggle with whether having a
customer in a state or a loan secured by property in the
state is sufficient to require a filing obligation. A nexus
issue also may arise if a company holds a security or
product with links to in-state customers or property.

Most recently, the U.S. Supreme Court denied
certiorari in a nexus case involving a credit card is-
suer. ® Taxpayers in the financial services area were
hoping for additional guidance from the U.S. Su-
preme Court but such hopes were dashed. Taxpayers
are once again left with a complex problem (what
triggers state income tax filing obligations) with no
clear solution and possibly only one likely avenue
for resolution—the U.S. Congress. For some this may
be the perfect storm; for most it is more likely the
proverbial Gordian Knot.”
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This column provides a brief history of the nexus
standards, explains how these standards generally
have been applied in the context of financial ser-
vices companies to date, and finally discusses the
potential effect of the recent denial of certiorari on
these issues.

A. History of Nexus Standards

1.  Physical Presence Required

The longstanding rule governing state taxation pro-
vides that states may impose taxes on an out-of-state
company only if that company or its representative
has a physical presence
in the taxing state. In Na-
tional Bellas Hess, Inc. v.
Department of Revenue of
Illinois,® the Court stated
that the distinction be-
tween companies with
in-state business locations,
property, or solicitors and
companies that communi-
cate with in-state customers solely by telephone or
mail was a valid distinction that the Court “decline[d]
to obliterate.” National Bellas Hess involved a mail
order company whose only contacts with Illinois
were solicitation of sales by catalogs and delivery of
goods by common carrier or U.S. mail. Citing both
the Commerce Clause and the Due Process Clause,
the Court struck down Illinois’ attempt to require the
company to collect use taxes on sales of merchandise
to customers located in Illinois. The Court reasoned
that the administrative burdens that would be borne
by the seller if all states and localities had the power to
impose such an obligation would “entangle National’s
interstate business in a virtual welter of complicated
obligations to local jurisdictions with no legitimate
claim to impose a fair share of the cost of the local gov-
ernment.”’® Thus, the Court provided a “bright-line”
physical presence test for taxpayers to use to analyze
their sales and use tax collection responsibilities.

2.  Physical Presence Reaffirmed

Twenty-five years later, the Court again considered
whether an out-of-state seller with no employees,
agents or property in the state could be required to
collect sales/use tax on sales to customers in the state.
Quill v. North Dakota' was factually similar to Na-
tional Bellas Hess and likely arose because states were
dissatisfied with the ruling in National Bellas Hess.

For state tax purposes, the term
“nexus” means that an out-of-state
company has sufficient connections
with the state for that state to
subject the company to tax.

The Court held that the Due Process Clause nexus
standard is met if an out-of-state corporation purpose-
ly directs its activities towards residents of the taxing
state irrespective of a corporation’s lack of physical
presence in the taxing state.’”> For purposes of the
Commerce Clause, however, the Quill Court declined
to overrule the “physical presence” test that National
Bellas Hess established for sales and use taxes. In-
stead, the Court noted that the Commerce Clause
was intended to limit state burdens on interstate com-
merce. According to the Court, the bright-line rule
of National Bellas Hess furthers this end. The Court
pointed out that the Constitution granted Congress
the power to regulate
interstate commerce and
indicated that federal leg-
islation might be a more
appropriate way to resolve
these issues.’s Thus, the
Court held that the state
could not require an out-
of-state seller to collect
sales/use tax unless the
seller had a physical presence in the state.

3.  Physical Presence Requirement
Limited to Sales and Use Taxes?

Throughout the Quill decision there are frequent
and specific references to sales and use taxes. For
example, the Quill Court noted that “[a]lthough
we have not, in our review of other types of taxes,
articulated the same physical presence requirement
that Bellas Hess established for sales and use taxes,
that silence does not imply repudiation of the Bellas
Hess rule.”™* Also, the Court commented that “al-
though in our cases subsequent to Bellas Hess and
concerning other types of taxes we have not adopted
a similar bright-line, physical presence requirement,
our reasoning in those cases does not compel that
we now reject the rule that Bellas Hess established
in the area of sales and use taxes.”’> Based on such
language, some states have interpreted the physical
presence standard to relate only to the collection of
sales and use taxes and not to the imposition of other
taxes, such as income and franchise taxes.'® Based on
this narrow interpretation of Quill, some states have
asserted taxing authority over out-of-state companies
that are not physically present in the state. This “eco-
nomic nexus” theory is based on the concept that
the exploitation of a state’s marketplace for profit is
sufficient to create nexus.
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4.  State’s Application of
Economic Nexus Theory

The first state supreme court case that upheld the position
that Quill was limited to sales and use taxes was Geoffrey,
Inc. v. South Carolina Tax Commission.”” Geoffrey was
a Delaware intangible holding company that licensed
trademarks and trade names to its grandparent corpora-
tion, Toys ‘R” Us, which did business in South Carolina.
On its South Carolina income tax return, Toys ‘R" Us
deducted royalty payments made to Geoffrey from its
South Carolina taxable income. In Geoffrey, the South
Carolina Supreme Court held that “the taxpayer need not
have a tangible, physical presence in a state for income
to be taxable there. The presence of intangible property
alone is sufficient to establish nexus.”'®

The Supreme Court of South Carolina held that
licensing these intangibles to a corporation that did
business in South Carolina
created sufficient nexus
under the Due Process and
Commerce Clauses to sub-
ject Geoffrey to the South
Carolina income tax. The
South Carolina Supreme
Court distinguished Quill
and National Bellas Hess
as sales and use tax cases
whose rules did not apply
to income tax cases.' The court held that the mere
presence of intangible property was sufficient to cre-
ate substantial nexus under the Commerce Clause.
Therefore, in the court’s view, the affiliate’s use of the
intangibles in South Carolina to derive income in South
Carolina constituted substantial nexus. The U.S. Su-
preme Court denied the taxpayer’s writ of certiorari.

In the aftermath of the Geoffrey decision, a number
of states have successfully argued the position that
the physical presence rule under Quill was limited to
sales and use taxes and imposed income or franchise
tax on out-of-state intangible holding companies that
licensed intellectual property for in-state use by affili-
ated companies.?

B. How Nexus Standards
Have Been Applied to Financial
Services Entities

The body of economic nexus jurisprudence is largely
in the context of licensing trademarks and trade
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[O]n a practical basis, it seems
likely that more states will attempt
to use the recent denial of certiorari
in MBNA to support taxation of
out-of-state companies based on
economic nexus principles.
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names. As in Geoffrey, most of the economic nexus
cases confer nexus in situations where an entity’s in-
state presence is limited to the use of an “intangible”
in the state. The applicability of such case law to the
financial services arena is unclear. Mortgages, credit
card receivables, and various other financial instru-
ments could be considered intangibles that create
nexus. Consider the following scenario: A financial
services company, physically located in State X, is-
sues a mortgage to a customer, who resides in State
Y. The mortgage is secured by property in State Z.
Under a Geoffrey or economic nexus theory, where
should the financial service company file income
tax returns? Is a return required in State Y under the
theory that the company exploited State Y’s market
by soliciting and issuing a mortgage to a resident
of that state? Could State Z also successfully argue
that the financial services company has exploited its
marketplace because the
property securing the loan
is located in State Z?

Some states have spe-
cific statutory nexus
guidance for financial ser-
vices companies.?' Such
guidance typically ranges
from a general description
of lending activities that
will trigger the require-
ment to file an income tax return, to more quantitative
triggers such as provisions that delineate specific
numbers of customers, deposits and/or loans in the
state that will generate nexus with the state. Florida,
for example, has a relatively broad nexus provision
that imposes tax on financial organizations that earn
or receive interest from loans secured by real or
tangible personal property in the state, regardless of
where the interest is received.?> While this provision
seems relatively straight forward, what if an entity par-
ticipates in a loan secured by Florida real property?
Is a filing obligation required even if the taxpayer has
never been in the state or solicited the loan from the
customer? What if an entity holds a security backed
by loans secured by Florida property? While nexus
in both of these scenarios seems tenuous, the correct
answer is not clear.

Indiana and Tennessee are among the states that
have specific quantitative statutory triggers for the
filing of an income tax return. For example, Indiana’s
nexus statute has a presumption of nexus if the entity
has (i) twenty customers in the state; or (ii) $5 mil-

13




State Update

lion in loans or deposits from Indiana customers.
On the other hand, Tennessee’s nexus presumption
statute only provides that the entity have $5 million
in assets or deposits from Tennessee customers.?* The
Tennessee nexus provisions are particularly important
because Tennessee is one of the few states that im-
poses an income tax on a company that is treated as
flow-through entity for federal income tax purposes.
As a result, Tennessee may impose an income tax on
federally disregarded entities such as limited liability
companies.

Theoretically, quantitative nexus provisions such as
these could have implications on the securitization
markets by requiring securitization vehicles and/or
security holders to file in the subject state. Luckily,
some (but not all) states have recognized the potential
implications on financial products and have provided
exceptions from the nexus provisions. For example,
Tennessee will not impose a filing obligation on an
entity: (i) that is classified as a partnership, trust,
REMIC, or FASIT for federal tax purposes, and (ii) if
the sole purpose of the entity is the securitization of
debt obligations.>” Tennessee also provides another
exception for certain diversified investing firms, lim-
ited liability companies, limited liability partnerships
and limited partnerships formed and operated for the
primary purpose of buying, holding, or selling quali-
fying investment securities on its own behalf.?®

Although states seem emboldened in their efforts
to reject the application of the physical presence test,
few states have adopted a clear bright-line test that
a taxpayer may use to determine if it has nexus with
the state. And even in states where the nexus provi-
sions are seemingly specific, the provisions leave
taxpayers potentially guessing about the application
of the rules.

C. Recent Economic Nexus
Developments

The United States Supreme Court recently declined
to review a case that could have shed some light on
economic nexus for financial service companies.
In Tax Commissioner v. MBNA America Bank, the
West Virginia Supreme Court of Appeals ruled that
Quill's physical presence requirement applied only
to sales and use taxes and did not extend to busi-
ness franchise and corporation net income taxes.”
The West Virginia statute in question was one of the
more specific state nexus provisions and contained
a nexus presumption if a financial services company

has 20 customers or $100,000 in receipts attribut-
able to West Virginia residents.?s The court held that
the statute in question was constitutional. The court
based its decision on a number of factors. First, the
court held that a close reading of Quill indicated
that its reaffirmation of the physical presence test for
sales and use taxes was grounded primarily on stare
decisis. Accordingly, the court stated that “because
Quill’s physical presence test for sales and use taxes
was based in large part on the mail order industry’s
reliance on Bellas Hess, we are not compelled to ap-
ply Quill's physical presence standard to the present
circumstances.”> Secondly, the court concluded that
a reasonable construction of the language used in the
Quill opinion implies that Quill only applies to sales
and use taxes. Third, the court noted that there are
significant distinctions between sales and use taxes
on the one hand, and franchise and income taxes
on the other hand. Specifically, the court noted that
compliance with sales and use tax laws is far more
burdensome than compliance with income tax laws.
Finally, the court concluded that the physical pres-
ence test made little sense in today’s world where
technology makes it possible to generate substantial
business in a state without having a physical pres-
ence of some sort.

The court adopted a “significant economic presence
test” as the proper test to determine whether substan-
tial nexus exists for Commerce Clause purposes. The
“significant economic presence test” would include
analysis of purposeful direction towards a state as it
relates to the Due Process standard, while examin-
ing the frequency, quantity and systematic nature of
a taxpayer’s economic contacts with the state as it
relates to the Commerce Clause.*

Finding that: (i) MBNA had continuously and
systematically engaged in telephone and mail so-
licitations with West Virginia customers, and (ii)
MBNA had significant gross receipts ($8,419,431 in
1998 and $10,163,788 in 1999) attributable to West
Virginia customers, the court concluded that MBNA
had a significant economic presence in West Virginia
and thus had substantial nexus.

MBNA filed a petition for a writ of certiorari with
the U.S. Supreme Court.’' The petition stated several
reasons for granting the writ of certiorari, including:
(i) there is conflict among the states; (ii) the appealed
decisions are incorrect; and (iii) this is a pressing issue
that needs to be resolved by the Court.”> Unfortu-
nately, the Court denied certiorari in the case, leaving
taxpayers and states without the much-anticipated
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guidance that had been expected to resolve some of
the outstanding issues.

D. Alternate Nexus Theories

States have not always succeeded in their attempts to
impose nexus under an economic nexus theory. In
those situations, states may attempt an alternate ap-
proach to gain nexus over an out-of-state taxpayer. Two
Tennessee cases highlight this type of situation.

In J.C. Penney National Bank v. Johnson,* the Ten-
nessee Court of Appeals held that an out-of-state bank
not physically present in the state lacked the substan-
tial nexus necessary under the Commerce Clause
for Tennessee to impose a tax. Under the Tennessee
franchise/excise tax on financial institutions, nexus
can be based on an entity’s “economic” presence
within the state (i.e., no physical presence is required)
based on Tennessee’s doing business standards which
includes: (i) regularly selling products or services of
any kind or nature to customers in Tennessee that
receive the product or service in the state; (ii) regu-
larly soliciting business from potential customers in
the state; (iii) regularly engaging in transactions with
customers in Tennessee that involve intangible prop-
erty, including loans, and result in receipts flowing
to the taxpayer from within the state; or (iv) regularly
soliciting and receiving deposits from customers in
the state. As previously noted, Tennessee’s statutes
also contain a presumption of nexus based on the
number of customers and/or loans in the state.

J.C. Penney National Bank JCPNB) had no offices,
branches or employees in Tennessee but issued credit
cards to Tennessee residents. The parent company
operated retail stores in Tennessee. Virtually all of
JCPNB's customers came from lists provided by these
stores. Marketing and solicitation activities, customer
inquiries and credit card processing were performed
by various affiliates and third parties. All credit cards
stated that the card remained the property of JCPNB.
The court concluded that neither JCPNB's parent
nor its affiliates conducted activities in Tennessee
on JCPNB’s behalf that were sufficient to establish
nexus. Although the court declined to rule that the
Commerce Clause requires a physical presence in
all situations, it did find Quill controlling based
on factual similarities between JCPNB’s activities
and Quill’s. In JCPNB’s situation at least, the court
invalidated the statutory presumption of nexus and
mandated a physical presence test.

Four years later in Dillard National Bank v. John-
son,** a Tennessee trial court held that a credit card
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bank affiliate of a department store chain did have
nexus in Tennessee. The case bore some similarities
to J.C. Penney; in both, the credit cards were labeled
as property of the bank. However, the cards in J.C.
Penney were Visas and MasterCards, while the Dillard
cards could only be used in Dillard stores. In J.C. Pen-
ney, the retail stores did not solicit customers to open
accounts with the affiliated bank. In contrast, in Dil-
lard, applications for the credit cards were routinely
solicited and completed in Dillard department stores,
and payments were accepted in Dillard stores. The
court also noted that the bank sent its own employees
to store openings to solicit credit card applications and
hired a third party to recruit for credit card accounts
on Tennessee-based college campuses.

Although not entirely clear, it appears that the
state focused its attack on different things in Dillard
than in J.C. Penney. The state knew (based on J.C.
Penney) that an economic nexus attack would likely
prove fruitless. The court in J.C. Penney had ruled
that physical presence was required in a similar fact
pattern. With the economic nexus avenue of attack
shut down, it appears that the state instead chose to
focus on the in-state activities of affiliates.

In effect, the court in Dillard attributed the activi-
ties of the Dillard stores to Dillard National Bank to
support its conclusion that the bank had physical
presence in the state. This so-called “attributional
nexus” is nothing new in the sales and use tax arena.
Because it is well settled law that physical presence
is required for sales and use taxes, states have legis-
latively and judicially instituted attributional nexus
standards conferring in-state physical presence of
affiliates to other entities. For example, several courts
have upheld assessments where a state asserted nexus
over on-line retailers based on the in-state presence
of affiliates.” In Borders, the California Court of Ap-
peals held that the local Borders store’s acceptance
of “returns” on behalf of the out-of-state on-line mer-
chant vendor (i.e., Borders Online) was sufficient to
establish nexus for collection of use tax for Borders
Online’s sales to California purchasers. Several states
have also passed legislation that outlines specific
activities that create filing obligations for affiliated
entities. For example, Indiana requires any person
that is “closely related” to another person that main-
tains a place of business in Indiana, engages in the
regular or systematic soliciting of retail transactions
from potential customers in Indiana, or enters into a
public contract with a state agency, to register and
collect sales and use tax.>* The term, “closely related”
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is defined to include, for example, the use of identical
or substantially similar names, trademarks or good-
will, persons that pay for each other’s services under
an arrangement that is contingent on sales volume
or value, and entities that share a common business
plan.*’While the constitutionality of sales and use tax
affiliate nexus provisions may be suspect, several
states have nevertheless adopted such provisions.*

Applying these affiliate nexus provisions in
the financial services arena will likely be no less
confusing than economic nexus. For example, if
affiliate nexus provisions were incorporated into
a state’s income tax law, would such provisions
require a separately incorporated mortgage com-
pany to file everywhere an affiliated bank files (and
vice versa)? Or, if an enterprise held its investment
portfolio in a separate legal entity, would that entity
be required to file in the state if any other “closely
related” entity is a filer in the state? An affirmative
answer to either of these questions would seem to
stretch the bounds of what is permissible under
the Constitution.

Current State

It remains to be seen whether states will become
more aggressive as a result of the denial of certio-
rari in MBNA. Theoretically, the denial of certiorari
means nothing. But on a practical basis, it seems

likely that more states will attempt to use the recent
denial of certiorari in MBNA to support taxation of
out-of-state companies based on economic nexus
principles. Application of economic nexus principles
to financial services and products will be particularly
interesting. Owners of financial instruments often
have little, if any, direct contacts with customers.
As a result, the holders’ nexus with the state is more
tenuous. Theoretically, such nuances in facts should
be significant in the determining whether a state has
jurisdiction over the taxpayer. Nevertheless, taxpayers
should be prepared to encounter controversy from
states emboldened by the Court’s action (or more
appropriately, inaction).

So is there any bold stroke that could cut the Gord-
ian knot of state income tax nexus? Perhaps. In Quill,
the Court indicated that Congress might be the better
branch of government to resolve this issue. Federal
legislation has been introduced in the past that would
seek to clarify the bounds of state tax nexus. Taxpayers
seeking more clarity might consider lobbying Con-
gress for legislation that would prohibit imposition of
tax based on economic nexus theories.*' However,
that approach obviously will not provide relief in the
short run. In the meantime, taxpayers will need to
give thoughtful consideration to the determination
of whether they need to file a return in states where
they have customers but no other physical presence
in the state.
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customers or the sum of the value of assets
and deposits equal to $5 million, see Minn.
Stat. §290.015 sub. 2; Tennessee—the sum
of the value of assets and deposits equals or
exceeds $5 million, see Tenn. Code Ann.
§67-4-2004(9)(B); West Virginia—20 cus-
tomers or $100,000 gross receipts, see W.
Va. Code §11-24-7b(d).

Fla. Stat. Ann §220.02; Fla. Admin. Code
Ann. §12C-1.011(1)(s).

Ind. Code §6-5.5-3-4.

Tenn. Code Ann. §67-4-2004(9)(B).
Tenn. Code Ann. §67-4-2004(9)(C).
Tenn. Code Ann. §67-4-2008(a)(12).
MBNA Am. Bank, N.A., 640 SE2d 226
(2006).

W. Va. Code §11-24-7b(d).

See MBNA, 640 SE2d at 232.

See MBNA, 640 SE2d at 234.

A petition for a writ of certiorari was filed
in another case that involved the issue of
whether physical presence was necessary
to establish nexus under the Commerce
Clause. That case, Lanco, Inc. supra note
20, involved an out-of-state company that
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that a mere ownership affiliation with an
in-state entity, even in the context of a
unitary relationship, is sufficient to estab-
lish nexus for an out-of-state seller. See,
e.g., SFA Folio Collections, Inc. v. Tracy,
Tax Comm’r, Ohio SCt, 73 OhioSt3d 119,
1995 Ohio 130, 652 NE2d 693 (1995);
Current, Inc. v. State Bd. of Equaliza-
tion, Cal. CtApp, 24 CalApp4th 382, 29
CalRptr2d 407 (1994); SFA Folio Collec-
tions, Inc. v. Bannon, Conn. SCt, 217 Conn
220; 585 A2d 666 (1991).

Seee.g., Ala. Code §40-23-190(a); Ga. Code
Ann. §48-8-2(3)().

Business Activity Tax Simplification Act
of 2007, SB 1726, 110th Cong. (June 28,
2007).

States also may lobby Congress for a law
that might provide clarity. For example,
bills that would overturn the Court’s physi-
cal presence ruling in Quill have been in-
troduced several times in the last 15 years,
but such a law has not been enacted. See,
e.g., “Sales Tax Fairness and Simplifica-
tion Act,” S. 2152, 109th Congress (1st
session), introduced Dec. 20, 2005, and
reintroduced as S. 34 on May 22, 2007,
110th Congress (1st session), which would
allow states to impose a sales tax collection
responsibility on remote sellers regardless
of whether the company had a physical
presence in the state.
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